A lthough the most recent U.S. recession officially ended two-and-a-half years ago, in November 2001, the volume of commercial and industrial (C&I) loans made by U.S. commercial banks has continued to fall. This protracted decline is similar to the pattern that followed the recession of 1990-91, when analysts concluded that borrowers faced a "credit crunch" and Fed officials commented that "financial headwinds" were restraining U.S. economic growth.
The chart plots the year-over-year growth rate of C&I loans during the 36 months before and 36 months after the ends of the 1990-91 and 2001 recessions (data for the 2001 recession are through February 2004). C&I loan volume fell for nearly three years following the end of the 1990-91 recession. Similarly, since November 2001, C&I loan volume has declined at an average annual rate of more than 6 percent.
Are the reasons for the declines in C&I loans following each recession the same? As a whole, U.S. commercial banks came out of the 1990-91 recession in weak condition, characterized by low capital-to-asset ratios, low profit rates, and high ratios of nonperforming loans to total loans. Consequently, banks had relatively little ability to increase loan volume.
U.S. banks were in much better shape at the end of the 2001 recession. Banks averaged a return on assets of 1.13 percent in 2001, as opposed to 0.52 percent in 1991. Average bank capital ratios were also higher at the end of 2001 than at the end of 1991-9.06 versus 6.74 percentand the average nonperforming loan ratio of U.S. banks was lower at 1.41 percent versus 3.71 percent in 1991. The strength of U.S. banks coming out of the 2001 recession suggests that falling commercial loan volume has not been the result of banks' inability to lend.
In contrast to the previous post-recession experience, when the volumes of all types of bank loans declined, consumer and real estate loans have increased since the end of the 2001 recession. Real estate loan growth was especially rapid in the second half of 2002 and first half of 2003, when long-term interest rates, including mortgage rates, were falling.
Although declining long-term interest rates increased the demand for mortgage loans, they probably contributed to lower demand for business loans. Falling rates encouraged corporations to replace short-term bank loans with long-term debt issued in capital markets. Some evidence for this interpretation is reflected in the difference in C&I loan growth rates for small and large banks. Between November 2001 and February 2004, C&I loans from domestic U.S. banks fell at an average annual rate of 6.2 percent. C&I loan volume of large banks fell at a 11.0 percent rate, however, while small banks-which lend disproportionately to small firms that lack access to capital markets-experienced an average 6.5 percent increase in C&I loan volume. Thus, the evidence suggests that a lack of demand, rather than an inability of banks to lend, explains much of the decline in C&I loan volume since 2001. A quarterly survey of senior bank loan officers conducted by the Federal Reserve found that domestic U.S. banks saw an increase in C&I loan demand during the fourth quarter of 2003, the first such increase registered by the survey since early 2000. 1 The absence of constraints on the ability of banks to lend suggests that C&I loan volume will increase if loan demand continues to pick up. 87  88  89  90  91  92  93  94  95  96  97  98  99  00  01  02  03  04 Percent change from year ago M2   -5   0   5   10   15   1987  1988  1989  1990  1991  1992  1993  1994  1995  1996  1997  1998  1999  2000  2001  2002  2003  2004  2005   87  88  89  90  91  92  93  94  95  96  97  98  99  00  01  02  03  04 Percent change from year ago MZM M1
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Inflation and Inflation Expectations
The shaded region shows the Humphrey-Hawkins CPI inflation range. Beginning in January 2000, the Humphrey-Hawkins inflation range was reported using the PCE price index and therefore is not shown on this graph. See notes on page 19. 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 Percent change from year ago
PCE Inflation and Projections
The shaded region shows the range of projections published in the Monetary Policy Report to the Congress. Percent change from year ago
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Dashed lines indicate 10-year moving averages. 
Recent Inflation and Long-Term Interest Rates
Percent change from year ago Percent MZM (money, zero maturity): M2 minus small-denomination time deposits, plus institutional money market mutual funds (that is, those included in M3 but excluded from M2). The label MZM was coined by William Poole (1991) ; the aggregate itself was proposed earlier by Motley (1988) .
Consumer Price Inflation Rates
Long-Term Government Bond Rates
M2: M1 plus savings deposits (including money market deposit accounts) and small-denomination (under $100,000) time deposits issued by financial institutions; and shares in retail money market mutual funds (funds with initial investments under $50,000), net of retirement accounts.
M3:
M2 plus large-denomination ($100,000 or more) time deposits; repurchase agreements issued by depository institutions; Eurodollar deposits, specifically, dollar-denominated deposits due to nonbank U.S. addresses held at foreign offices of U.S. banks worldwide and all banking offices in Canada and the United Kingdom; and institutional money market mutual funds (funds with initial investments of $50,000 or more).
Bank Credit: All loans, leases, and securities held by commercial banks.
Domestic Nonfinancial Debt:
Total credit market liabilities of the U.S. Treasury, federally sponsored agencies, state and local governments, households, and nonfinancial firms. End-of-period basis.
Adjusted Monetary Base:
The sum of currency in circulation outside Federal Reserve Banks and the U.S. Treasury, deposits of depository financial institutions at Federal Reserve Banks, and an adjustment for the effects of changes in statutory reserve requirements on the quantity of base money held by depositories. This series is a spliced chain index; see Anderson and Rasche (1996a ,b, 2001 , 2003 .
Adjusted Reserves:
The sum of vault cash and Federal Reserve Bank deposits held by depository institutions and an adjustment for the effects of changes in statutory reserve requirements on the quantity of base money held by depositories. This spliced chain index is numerically larger than the Board of Governors' measure, which excludes vault cash not used to satisfy statutory reserve requirements and Federal Reserve Bank deposits used to satisfy required clearing balance contracts; see Anderson and Rasche (1996a , 2001 , 2003 .
Monetary Services Index:
An index that measures the flow of monetary services received by households and firms from their holdings of liquid assets; see Anderson, Jones, and Nesmith (1997) . Indexes are shown for the assets included in M2, with additional data at research.stlouisfed.org/msi/index.html. 
Notes
Page 3: Readers are cautioned that, since early 1994, the level and growth of M1 have been depressed by retail sweep programs that reclassify transactions deposits (demand deposits and other checkable deposits) as savings deposits overnight, thereby reducing banks' required reserves; see Anderson and Rasche (2001) 
to five alternative target inflation rates, π * = 0, 1, 2, 3, 4 percent, where f t * is the implied federal funds rate, π t -1 is the previous period's inflation rate (PCE) measured on a year-over-year basis, y t -1 is the log of the previous period's level of real gross domestic product (GDP), and y t -1 P is the log of an estimate of the previous period's level of potential output. Potential Real GDP is as estimated by the Congressional Budget Office.
Monetary Base Growth and Inflation Targets shows the quarterly growth of the adjusted monetary base (modified to include an estimate of the effect of sweep programs) implied by applying McCallum's (1988 McCallum's ( , 1993 equation to five alternative target inflation rates, π * = 0, 1, 2, 3, 4 percent, where ∆MB t * is the implied growth rate of the adjusted monetary base. The 10-year moving average growth of real GDP for a quarter t is calculated as the average quarterly growth during the previous 40 quarters, at an annual rate, by the formula ((y t -y t -40 )/40) × 400, where y t is the log of real GDP. The 4-year moving average of base velocity growth is calculated similarly. To adjust the monetary base for the effect of retail-deposit sweep programs, we add to the monetary base an amount equal to 10 percent of the total amount swept, as estimated by the Federal Reserve Board staff. These estimates are imprecise, at best. Sweep program data are found at research.stlouisfed.org/aggreg/swdata.html. Shiller (1990) ,
where duration is approximated as D(m) = (1 -e -R(m) × m )/R(m). These rates are linear approximations to the true instantaneous forward rates; see Shiller (1990) . For a discussion of the use of forward rates as indicators of inflation expectations, see Sharpe (1997 • How to Create a User Account
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